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This report responds to your request that we examine program costs of the 
Commodity Credit Corporation’s (ccc) Export Credit and Intermediate 
Export Credit Guarantee Programs in the U.S. Department of Agriculture 
(USDA). These programs are also known as the General Sales Manager 
(GSM)-lW103 programs. Specifically, you asked us, in light of the 
programs’ large exposure to Iraq and the former Soviet Union, to estimate 
these programs’ costs. You also asked us to determine whether the 
GSM-102/103 programs have helped increase U.S. exports worldwide. 

Results in Brief 
GSM-102/103 guarantees on loan principal and $4.61 billion in accounts 
receivable resulting from loan guarantee payouts on delinquent 
GSM-loi?/ guaranteed loans. We estimate the cumulative costs of the 
programs at about $6.5 billion, or 48 percent of the total $13.55 billion, if 
the programs had been terminated on June 30,1992. Past operations of the 
programs have incurred high costs because ccc has provided a large 
amount of guarantees to high-risk countries, such as Iraq and the former 
Soviet Union. Guarantees had been extended to such high-risk countries 
because of market development reasons and foreign policy considerations. 

We estimate that the program costs will increase by about $74 million for 
each year the ~s~-102/103 programs continue, a relatively small amount, 
assuming that loan guarantee exposure to each participating country is 
unchanged. However, extending guarantees to new program participants 
or increasing exposure to existing high-risk participants will generally 
incur high additional costs. 
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The cumulative cost of the programs is the difference between the face 
value and the actual value of both the ccc’s accounts receivable and the 
outstanding guaranteed loans, We based our estimates of the actual value 
of the accounts receivable and guaranteed loans on the secondary market 
for less developed country (LDC) debt. We regard valuation of this debt 
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based on the secondary market as the most reliable method to estimate 
ccc costs. Our estimates of the programs’ costs assume that (1) the 
outstanding guarantees will remain at the same level to each of the 
recipient countries while the programs continue; (2) the average risk of 
outstanding guarantees will remain unchanged as new guarantees replace 
old ones; and (3) the average risk of the June 30, 1992, accounts receivable 
will remain unchanged. If the level of outstanding guarantees continues to 
grow, or the average risk of the outstanding guarantees or the June 30, 
1992, accounts receivable increase,then we expect the programs’ costs will 
be higher than the estimates we present. 

On the question of whether the GSM-102/103 programs have increased U.S. 
exports worldwide, we were unable to obtain any empirical evidence that 
answers this very difficult question. However, program officials did 
present us with some case studies and examples that show that these 
programs have helped boost U.S. agricultural exports to individual 
countries at specific times. 

Background To expand exports of U.S. agricultural commodities, the U.S. government, 
through the Department of Agriculture’s ccc, guarantees repayment of 
bank-financed loans to foreign buyers under the Export Credit Guarantee 
Program (~~~-102) and the Intermediate Export Credit Guarantee Program 
(GSM-103). These programs help the United States compete with Canada 
and the European Community in financing agricultural exports. The 
GSM-102 program, which began in 1981, is a short-term export loan 
guarantee program for transactions with repayment periods of 6 to 36 
months. In practice, most of these guaranteed loans have repayment 
periods of 36 months. The ~~~-103 program, which began in 1986, is an 
intermediate-term loan guarantee program for transactions with 
repayment periods of more than 3 but not more than 10 years. 

ccc and the USDA’S Foreign Agricultural Service (FAS), with advice from the 
National Advisory Council on International Monetary and Financial 
Policies,’ annually allocate guarantees for specific agricultural 
commodities and countries. Allocations are based on an individual 
country’s agricultural needs, its market development potential for U.S. 
commodities, and the ability of and likelihood that the country’s financial 
sector (or government) will repay the guaranteed loans. 

‘The National Advisory Council is an interagency group that gives advice to government agencies, such 
as CCC, on international financing matters. Council members include the Departments of the Treasury, 
State, and Commerce; the Federal Reserve Board; the U.S. Export-Import Bank; the Office of the U.S. 
Trade Representative; and the International Development Cooperation Agency. 
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From the GSM-102 program’s inception in 1981 through June 30,1992, about 
$40.9 billion in guarantees for loan principal have been provided under the 
GSM-102/103 programs. Generally, guarantees have been allocated to 
countries that have not been able otherwise to borrow dollars from private 
lenders to buy U.S. agricultural exports. ccc usually guarantees 98 percent 
(100 percent for the former Soviet Union) of loan principal, and some of 
the interest on these loans. Outstanding loan guarantees on export credits 
averaged $7 billion (of principal) during the last 11 years, and the loan 
guarantees had an average life of 1.8 years. On June 30,1992, ccc had 
$9.04 billion outstanding in GSM-102/103 guarantees on loan principal and 
$4.51 billion in accounts receivable resulting from guarantee payouts on 
previously delinquent GSM-guaranteed loans. ccc attempts to collect the 
accounts receivable directly from the debtor country. 

Scope and 
Methodology 

The scope of this review was limited to estimating the cumulative cost of 
the GSM-102/103 programs and determining whether there is any evidence 
that these programs increased U.S. agricultural exports worldwide. 

The cumulative cost of the programs is the difference between the face 
value and the actual value of both the ccc’s accounts receivable and the 
outstanding guaranteed loans. We estimated the actual value of the CCC’S 
accounts receivable and the guaranteed loans (net of the value of these 
guarantees) that were outstanding as of June 30, 1992. We based these 
estimates on our analysis of the secondary market for LDC debt for the 
2-week period beginning the last week of May 1992. Valuing the debt in 
this way is referred to as “mark to market.” 

We discussed various aspects of the programs with program officials and 
evaluated evidence they provided concerning these programs’ effects on 
U.S. agricultural exports. 

We did our work in Washington, D.C., and New York City from April 1992 
through December 1992 in accordance with generally accepted 
government auditing standards. A fuller description of the methodology 
used in this review is contained in appendix I. 

GSl$102/103 
Programs’ Co$ts Are 
High 

We estimate that the GSM-102/103 programs would have cost ccc about 
$6.5 billion, or 48 percent of the then-$13.66 billion in loan guarantees and 
accounts receivable if the programs had been ended on June 30,1992. We 
estimate that program costs will increase by about $74 million for each 
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year the GSM 102/103 programs continue to operate, For example, if the 
programs continue for 3 years and are then shut down, we calculate that 
the programs’ costs will rise to $6.7 billion, or about 49 percent of the 
outstanding guarantees and receivables as of June 30,1992. At 15 years, 
we estimate that the programs’ costs will rise to about $7.6 billion, or 
56 percent of these guarantees and receivables (see tables 1 and 2). 

Table 1: GSM-102/103 Programs’ 
Estimated Costs (Based on June 30, 
1992, Balances Outstanding) 

Dollars in billions 

Loan Accounts 
warantees receivable” Total 

Current loan amounts outstanding 

Estimated costs if programs had been 
ended on June 30, 1992 

$9.04 $4.51 $13.55 

3.54 2.95 6.49 
Estimated costs if programs continue 

for 

3 years 3.75 2.95 6.70 
5 years 3.90 2.95 6.85 
10 years 4.28 2.95 
15 years 4.65 2.95 

alncludes delinquent payments owed CCC and rescheduled debt not yet due. 

Source: GAO’s analysis of Agricultural Stabilization and Conservation Service data. 

7.23 
7.60 

-.- _-..-___ 
Table 2: GSM-102/103 Programs’ 
Estimated Costs as a Percentage of 
June 30,1992, Outstanding Balances 

Estimated costs as a percentage of 
outstanding loan amounts if the 
programs had been closed on 
June 30, 1992 

Estimated costs as a percentage of 
outstanding loan amounts if the 
programs continue for 

3 years 
5 years 

Loan 
guarantees 

39.1 

41.5 
43.1 

Accounts 
receivable 

65.3 

65.3 
65.3 

Total costs 

47.8 
a 

49.4 
50.5 

10 years 47.3 65.3 53.3 
15 vears 51.5 65.3 56.1 

Source: GAO’s analysis of Agricultural Stabilization and Conservation Service data 
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The costs of outstanding GSM loans and guarantees are high because ccc 
provided large amounts of guarantees to high-risk countries, including Iraq” 
and the former Soviet Union (including Russia.)3 

The Food and Security Act of 1985 mandated an increase in total annual 
allocations for the GSM programs in fiscal years 1986 through 1990 and 
caused CCC to allocate more guarantees to high-risk countries. In 
August 1986, GSM-102/103 program officials told us that ccc was having 
difficulty finding creditworthy countries for that year’s larger allocation. 
They said that the programs’ larger allocations would require that 
guarantees be made to less stable countries, thus increasing (1) the chance 
of nonpayment and (2) the ccc’s cost. Moreover, the Food, Agriculture, 
Conservation, and Trade Act of 1990 (P.L. 101-624) mandates that 
allocations for the ~~~-102 program must always be “not less than 
$5,000,000,000 in credit guarantees” for each of the fiscal years 1991 
through 1995. It also changes the ~~~-103 program allocation from not 
more than $1 billion for both fiscal years 1989 and 1990 to “not less than 
$500,000,000” for each of the fiscal years 1991 through 1995. Furthermore, 
the act requires that, in addition to those amounts, “the Commodity Credit 
Corporation, for the fiscal years 1991 through 1995 shall make available 
not less than $1,000,000,000 of export credit guarantees for exports to 
emerging democracies.. . . ” 

The ccc’s allocations of credit guarantees have been based on an 
assessment of a country’s agricultural needs, its market development 
potential, and the likelihood that a country’s financial sector (or 
government) will repay the guaranteed loans. In the past, decisions to 
provide loan guarantees to countries have often been influenced by 
foreign policy considerations. Principal recipients of guarantees have 
often been countries in which the United States has had significant foreign 
policy interests, such as Mexico, South Korea, Iraq, and the former Soviet, 
Union and Russia. Furthermore, over the years, some program officials 
have told us that foreign policy considerations have sometimes overridden 

“In August 1990, the U.S. government established economic sanctions against Iraq in response to its 
invasion of Kuwait. Iraq responded to the U.S. action by ceasing to service its debt owed the United 
States, including approximately $2 billion of debt outstanding under the GSM programs. As of June 30, 
1992, CCC had paid out over $1.32 billion because of Iraqi loan delinquencies, had received 
$370 million more in requests for payment from Banca Nazionale de1 Lavoro, and stands to pay out an 
additional $368 million more on outstanding guaranteed loans as Iraqi paymenti come due and are 
delinquent. 

“In January 1991, the Secretary of Agriculture for the first time authorized credit guarantees41 billion 
in GSM-102 loan guarantees-for the now-former Soviet Union for use during fiscal year 1991. It now 
appears that Russia will be responsible for most if not all of the former Soviet Union’s external debt. 
Except for Iraq, of those countries with outstanding guarantees on June 30,1992, Russia had the 
lowest September 1992 Euromoney credit ratings. 
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creditworthiness considerations when the amount of allocations were 
determined for some major program recipients. However, the Food, 
Agriculture, Conservation, and Trade Act of 1990, signed into law on 
November 28,1990, now prohibits the GSM programs from being used for 
foreign policy purposes. 

From October 1,1978, until September 30,1992, Mexico, South Korea, 
Iraq, and the former Soviet Union (including Russia) have received the 
largest allocations of all participating countries under the export credit 
loan guarantee programs. These countries purchased $10 billion, 
$6.1 billion, $6.1 billion, and $4.4 billion, respectively, of the $45.3 billion in 
U.S. agricultural commodities sold under these programs. Together these 
four countries purchased 56.5 percent of these programs’ sales.4 Mexico, 
South Korea, and Iraq participated in these programs for a long time. 
Credit guarantees for the former Soviet Union were only approved for the 
first time in January 1991.6 (See app. II for a list of fiscal year 1992 loan 
guarantee recipients and the amounts they received.) 

Assumptions and 
Issues Related to Cost 
Estimates 

We based our cost estimates on our analysis of the secondary market for 
LDC debt during the 2-week period beginning the last week of May 1992 and 
the programs’ outstanding guarantees and accounts receivable as of 
June 30, 1992. In order to develop our cost estimates, we assumed that (1) 
the outstanding guarantees remain at the same level to each of the 
recipient countries while the programs continue; (2) the average risk of 
outstanding guarantees remains unchanged as new guarantees replace old 
ones; (3) the average risk of the June 30,1992, accounts receivable 
remains unchanged; and (4) two consecutive loans of equal size and 
maturity to a country are equivalent in risk and price to one loan of the 
same size, but with twice the maturity, to that same country. 

If the level of the outstanding loans and guarantees continues to grow, 
then we expect that costs from future operations will be even higher. 
However, there are very large cost efficiencies in allocating guarantees to 
the same country consecutively over time, compared to (1) allocating 
guarantees to multiple equally creditworthy countries, each receiving 

These data, provided by FAS, include a small amount of sales under the GSM-101 program as well as 
the GSM-102/103 programs. FAS told us it was not able to readily separate out the GSM-101 data. 

6For further discussion of CCC credit guarantees granted the former Soviet Union, see International 
Trade: Soviet Agricultural Reform and the U.S. Government Response (GAO/hWAD81-162, June 28, 
1991). 
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proportionally smaller guaranteed loans with the same maturity;e or (2) 
allocating to that same country guarantees for larger loans with 
proportionally shorter maturities. 

To illustrate this point, consider two countries that are potential program 
participants, each equally creditworthy and having the same rates of 
guarantee costs. For the purpose of this example we assume that the ccc’s 
cost for a guarantee extended to either country is the same as for the 
average outstanding guarantee on June 30,1992. In our examples, all the 
guaranteed loans are assumed to have a maturity of 3 years, the typical 
term of a newly guaranteed loan. We estimate that granting guarantees for 
two consecutive $1~million loans to only one of these countries will cost 
ccc about $440,000. However, we estimate that granting each country a 
guarantee for a $1~million loan will cost ccc about $831,000 (or 
88.8 percent more). This sum is also the estimated cost of granting one of 
the countries a guarantee for a $Zmillion loan. 

We should point out that in its most recent financial statement-for the 
period ending September 30,1991--ccc recognizes a lower percentage 
cost than the 48 percentage we estimate if the GSM-102/103 programs had 
been terminated on June 30, 1992. ccc estimates a percentage cost for its 
foreign GSM programs of 30.9 percent. Our estimate differs from theirs 
because ours (1) is based on more current information, and (2) uses “mark 
to market” techniques so that value estimates are more closely tied to 
secondary market prices, rather than an analyst’s subjective judgment. 

Programs’ Effect on 
U.S. Agricultural 
Exports 

The programs’ effect on U.S. agricultural exports worldwide cannot be 
easily isolated from that of other policies and economic conditions that 
contribute to U.S. agricultural exports-lower interest rates, other U.S. 
government assistance, depreciation of the U.S. dollar against competitors’ 
currencies, production shortfalls, and other changes in global economic 
conditions. 

The effect on U.S. exports worldwide, called “worldwide additionality,” is 
also dependent on the buying and selling decisions of competing exporters 
and importers. For example, competing suppliers may respond to U.S. 
competition in countries that benefit from the GSM programs by 
concentrating their efforts in other countries and displacing potential U.S. 
sales in these other countries. Thus, while U.S. exports may increase in 

“Because the costs of redistributing an existing portfolio are high, the net benefits from portfolio 
diversification of LDC debt are much greater if diversification occurs when the portfolio is first 
created. 
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particular markets in certain program countries, the overall effect on US. 
exports worldwide is uncertain. If this displacement occurs, these 
programs may merely reroute trade flows and not necessarily increase 
total U.S. agricultural exports. 

Program officials did not provide us with any evidence demonstrating 
worldwide additionality. They did, however, give us a 1985 Foreign 
Agricultural Service case study of selected loan recipient countries, and a 
number of other more recent examples. These case studies and examples 
show that U.S. agricultural exports to certain program countries have 
increased at particular times. 

Conclusions The cost of operating ccc's GSM-102/103 programs has been very high. 
Large costs were incurred when CCC provided higher levels of guarantees 
to existing program participants or added new countries to the programs. 
How much additional cost will be incurred in operating the programs in 
the future depends on the characteristics of any new loan guarantees that 
ccc makes. “Rolling over” existing guarantees to current program 
participants imposes relatively little additional cost. However, increasing 
the amounts of outstanding guarantees to most existing program 
participants or adding new high-risk countries to the program will add 
substantial additional cost. 

The high cost of incurring new exposures is particularly important to note 
because program officials were unable to provide us with any evidence 
demonstrating worldwide additionality for the programs. That is, while 
costs have been incurred, the extent of any meaningful benefits is 
unknown. Therefore, it is very important to give careful attention to future 
program costs. 

Matter for 
Ckmgressional 
Cbnsideration 

Because (1) the additional cost of increasing loan guarantee exposure to 
existing participants or adding new participants to the programs is high 
and (2) program officials were unable to provide us with any evidence 
demonstrating worldwide additionality, Congress may wish to consider 
whether to limit future program cost increases. One simple way to limit 
future program cost increases is to restrict most future GSM-102/103 
guarantees to current participants at existing levels. 
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Agency Comments 
and Our Evaluation 

_ _I . . _____... -__.--...- _-.- 

FAS officials believe our estimates of the GSM-102/103 programs’ costs are 
too high and do not take into consideration the actual repayment histories 
of these programs. They said that ccc has paid out in guarantees on 
principal only $3.6 billion of the total $40.9 billion in guarantees of 
principal issued by the GSM-102/103 programs since 1981, or 8.7 percent of 
the principal guarantees provided. We believe the ccc’s approach to 
portraying program payouts is misleading for several reasons. First, a 
meaningful payout rate should not be influenced by the maturity of the 
guaranteed loans. However, the ccc’s portrayed payout rate is greatly 
diminished by the relatively short average maturity of ccc-guaranteed 
loans. Second, the programs’ high growth created special incentives for 
participants to temporarily remain current on their debt service. The 
repayment of old guaranteed debt was in effect encouraged by the 
provision of larger amounts of new guaranteed debt. The historical payout 
rate does not capture what would happen if the programs were not 
growing, let alone what would happen if the programs were terminated or 
a high-risk participating country were dropped from the programs. And, 
third, since payouts are usually made only for scheduled loan payments as 
they become delinquent, rather than for the entire loan, additional payouts 
for some currently delinquent loans are to be expected. 

FAS off&& also disagree with our assessment of the riskiness of the 
outstanding loan guarantees and accounts receivable. Furthermore, they 
question our use of the secondary market to estimate GSM-102/103 program 
costs. Our view is that assessing risk in the current portfolio using mark to 
market techniques is a more accurate way to estimate the programs’ costs. 
It uses the most current data, rather than outdated historical data, and is 
not subject to institutional biases. Their views, and our evaluation, are 
discussed in appendix III. 

As you requested, we plan no further distribution of this report until 30 
days after its issue date. At that time, we will send copies to the Chairmen 
of the Senate Committee on Agriculture, Nutrition, and Forestry and the 
House Committee on Agriculture; the Chairmen of the Senate Committee 
on Banking, Housing, and Urban Affairs and the House Committee on 
Banking, Finance and Urban Affairs; the Secretaries of Agriculture and the 
Treasury; and the Director of the Office of Management and Budget. We 
will also make copies available to other interested parties upon request. 
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Please contact me on (202) 275-4812 if you or your staff have any 
questions regarding this report. The major contributors to this report are 
listed in appendix IV. 

Allan I. Mendelowitz, Director 
International Trade and Finance Issues 
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Appendix I -- 

Methodology Used to Estimate the 
Programs’ Costs 

In order to calculate the costs for the General Sales Manager (GSM)-102/103 
programs, we estimated the market value of the outstanding loans with 
ccc guarantees-net of the value of these ccc guarantees--plus the ccc’s 
accounts receivable that resulted from guarantee payouts. We estimated 
value for the loans and guarantees based on the secondary market for 
trading debt owed by less developed countries (LDC).~ We believe that this 
market provides the best available risk-based valuations of LDC debt. 

Much debt traded on this secondary market is variable interest rate debt 
and, thus, its price does not change because of general interest rate 
movements on world financial markets. Prices are discounted from face 
value in this secondary market to reflect investors’ assessments of the 
large risk associated with this LDC debt or because there may be other 
factors present that impair the value of the debt. 

If no market forces other than the evaluation of risk by investors were 
present, then the price would be an unbiased measure of its value. Under 
these circumstances, for example, if debt owed by a country had a price of 
40 percent of face value, then the market expects that this debt would, on 
average, pay back only about 40 percent of its face value. Therefore, 
investors in this market, on the average, expect that an institution that had 
obtained this loan at face value will incur expenses that exceed payments 
received by about 60 percent of face value. Thus, 60 percent of face value 
is this institution’s expected cost of owning this loan. 

In addition, if no other market forces were present, prices would respond 
only to changes in investors’ perceptions of risk. For example, if investors 
believed the debt of an LDC were less risky than its price indicated, 
investors would have an incentive to buy this debt and, as a group, cause 
the price of this debt to increase. Similarly, if investors believed an LDC’S 
debt to be more risky than its price indicated, then investors would have 
an incentive to sell this debt and, as a group, cause the price of this debt to b 

be lower. 

Our analysis of the LDC debt market for the last week in May and the first 
week in June 1992 indicates that secondary market prices are based 
almost exclusively on investors’ perceptions of the loans’ risk, because 

‘This secondary market is an over-the-counter market in which dollar debt owed by LDC governments 
or private enterprise is traded. Volume has grown quickly. It was approximately $2 billion (face value) 
in 1986, $6 billion in 1986, $70 billion in 1990, and is expected to be about $220 billion in 1992. 
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Methodology Used to Estimate the 
Programs’ Coats 

.-.-._-_ ..-. .._ ..__ - . ..-_ --.--__ 
other market forces that were especially pronounced 4 and 5 years ago 
now appear to be minimal2 

To estimate the costs of the GSM-102/103 programs, we first regressed 
secondary market prices for variable interest rate, dollar-denominated 
loans and bonds on the debtor LDC’S credit rating recently published by 
Euromoney and on various characteristics of the debt instrument3 

We obtained the following results: 

PRICE = -4.06 + 1.45*EM -0.21*MAT -0.26”ARR 
(-0.4) (14.8) (-0.6) (34 

-2 
+ 52.O*D -0.52*D*EM -1.36*D*MAT, R = 0.943, n = 38, 
(4.8) (-3.0) (-3.1) 

where PRICE equals the average secondary market price for the LDC debt 
instrument during the 2-week period beginning the last week of May 1992, 
net of the then-market price of any collateral or guarantees for that debt 
instrument; EM equals the Euromoney risk rating of the debtor country 
that was published in September 1992; MAT equals the time remaining 
until maturity of the debt instrument; ARR equals the months in arrears (if 
any) of the debt instrument; D is a dummy variable, equal to 0 for loans 
and 1 for bonds, used to capture differences between loans and bonds; and 
the “t” statistics are in parentheses.4 

“In testimony on appropriate reserve levels for LDC debt that we gave 5-l/2 years ago, we obtained 
estimates of appropriate reserves based on the secondary market for LDC debt. We found that, overall, 
market forces other than investors’ risk evaluation had caused LDC market prices to be too high and 
market-based reserves (accounting’s measure of cost) too low for investors’ perceptions of market 
risk. These market. forces included (1) the “contamination effect,” which caused large U.S. banks to 
restrict their supply of discounted foreign debt for sale on the secondary market for fear that if they 
sold any part of an LDC’s debt, their auditors would require that they “mark to market” all of that 
LDC’s remaining debt; (2) debt-equity swap programs that allowed an LDC to purchase (through a 
middleman) its debt on the secondary market and thereby increase demand for its debt for other than 
risk evaluation reasons; and, least important and with opposite directional effect (3) “dumping,” or 
selling primarily motivated by other than risk evaluation reasons. For a more complete description of 
the analysis contained in this testimony, see International Banking: Supervision of Overseas Lending Is 
Inadequate (GAONXAD-88-87, May 5,1988). 

“Euromoney, one of the leading magazines for financial institutions in the world, publishes country 
credit ratings in September of each year. The September 1992 Euromoney credit ratings covered 169 
countries and were a compilation of 9 subcategories, including a survey of political risk analysts; debt 
indicators; access to various markets, including the Eurobond market; and credit ratings when 
performed by Moody’s and Standard & Poor’s, two of the world’s leading credit rating agencies. These 
rating agencies rate only those LDCs that are among the most creditworthy. 

4The “t” statistic is the estimated coefficient divided by its estimated standard deviation, and is used to 
test whether an estimated coefficient is statistically different from zero. 
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Appendix I 
Methodology Uoed to Etstimate the 
Programs’ Costa 

Overall, the regression results were remarkably good. The explanatory 
power of the regression was high, and independent variables had the 
directional effect expected from theory and were (with one exception) 
very statistically significant at the 99-percent confidence level. In addition, 
as expected from theory, the regression implies that bond prices were 
greater than loan prices as long as the debtor country has a credit rating 
sufficiently high to issue bonds6 

We then used this regression to “mark to market,” or price outstanding GSM 
loan guarantees and accounts receivable. Estimated costs were the 
difference between face value and the estimated market price.6 

In order to be conservative in our cost estimates, we treated an LDC’S 
GSM-102/103 guarantees and accounts receivable as if they were bonds if 
the LDC had at least as good a credit rating as most LDCS that had issued 
bonds. We treated an LDC'S accounts receivable and guarantees as if they 
were loans if the LDC had a lower credit rating. Overall, 48.5 percent of the 
GSM portfolio was treated as bonds. For calculating the costs of the 
June 30, 1992, accounts receivable, we set maturity equal to 10 years, their 
average maturity. For calculating the costs of the outstanding guarantees, 
we initially set maturity equal to 1.8 years, their past average life, and then 
increased maturity as we increased our assumption about how long these 
GSM programs would continue.’ 

“LDC debt traders gave us three reasons why investors believe bonds are more likely to be paid than 
loans and thus command a higher price. First, bonds are often owned by individuals, who are more 
likely to sue and less likely to agree to debt relief than are banks. Second, bonds have often been a 
small part of a country’s external debt. Given the difficulty of getting debt relief from individual bond 
owners, LDCs have had a greater incentive to stay current on their bond payments. Third, bonds have 
been fully serviced by Latin American LDCs during the current LDC debt crisis, even when these same 
LDCs have been delinquent in paying bank loans. 

‘We also followed the same methodology but replaced the Euromoney credit ratings with the credit 
ratings that were obtained in a survey of 76 to 100 large international banks that was published in the 
September 1992 issue of Institutional Investor. Overall, these regression results were quite good, 
although the regression’s explanatory power was slightly lower than the regression we present. Also, 
the resulting cost estimates were slightly lower than those we present. 

7We were unable to obtain estimates of maturity on a country-by-country basis because of limitations 
in the data the Commodity Credit Corporation (CCC) provided us. 
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Appendix II 

Countries Receiving GSM-102/103 Approved 
Loan Guarantees in Fiscal Year 1992 

US. dollars in millions 

Country Approved guarantees 
Alaeria $580.6 
Anaola 4.4 

Colombia 
Czechoslovakia 

14.0 
2.0 

Ecuador 

Egypt 
El Salvador 

1.2 

21.9 
0.7 

Ghana 3.6 

Grenada 0.2 
Guatemala 3.3 

Hunaarv 2.6 

Indonesia 14.6 

Jordan 6.1 

Kenva 10.0 

Mexico 1.313,1 

Morocco 18.1 

Pakistan 250.0 

Panama 3.8 
Romania 

Russia 
Senegal 

South Korea 

Soviet Union 
Sri Lanka 

Trinidad & Tobago 
Tunisia 

Turkey 
Ukraine 
Venezuela 

Yemen 

Zimbabwe 

Total 
Source: Foreign Agricultural Service. 

49.6 

643.8 
15.6 

478.2 
1,831.i 

26.8 
47.5 

49.2 

29.6 
109.0 

97.4 

35.0 

19.7 

$5,683.6 
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Appendix III 

Agency Comments and Our Evaluation 

Note: GAO comments 
supplementing those in the 
report text appear at the 
end of this appendix. 

S&comment 1 

Foreign 
l4g~ricuural 

Washington. 0. C. 
20250 

16 NOV 1992 

Allan I. Hendelowitz, Director 
International Trade and Finance Issues 
U.S. General Accounting Office 
Washington, D.C. 20548 

Dear Dr. Hendelowitz: 

We appreciate the opportunity to have our comments included as an appendix in 
your latest report on the U.S. Department of Agriculture’s (USDA) Commodity 
Credit Corporation’s (CCC) Export Credit and Intermediate Export Credit 
Guarantee Programs (CM-102 and GM-103). 

Our overriding concern is that the report looks at the programs’ operations as 
an academic exercise and does not acknowledge the legislative mandate or history 
of operation. The basic premise of the program is that CCC’s credit guarantees 
allow business to be done at levels of financial risk beyond those with which 
the private sector would be comfortable. The issue that we at USDA grapple with 
every day Is “What is an acceptable level of risk that allows us to meet our 
mandate from the Congress to develop, expand, and maintain overseas markets for 
farm commodities at the least possible cost to the American taxpayer?” 

In writing the Food, Agriculture, Conservation, and Trade Act of 1990, Congress 
laid out three specific goals for the credit guarantee programs: 

(1) develop, expand, or maintain the importing country as a foreign 
market, on a long-term basis, for the commercial sale and export of 
United States agricultural commodities, without displacing normal 
commercial sales; 
(2) improve the capability of the importing country to purchase and 
use, on a long-term basis, United States agricultural commodities; or 
(3) otherwise promote the export of United States agricultural 
commodities. 

A Senate report on the 1990 Act described the export credit guarantee programs 
as “a primary tool for assisting the export of U.S. agricultural commodities. 
By guaranteeing letters of credit issued to finance export sales, the 
Corporation facilitates sales that might not otherwise be made...” The Senate 
report goes on to say that the GStf-102 program “may be used to increase exports, 
to meet foreign competition and to assist countries in meeting their food and 
fiber needs.” For GM-103, the Secretary of Agriculture “must determine that 
the sale will develop, expand or maintain long-term commercial sales of 
agricultural commodities or improve the long-term capability of the importing 
country to purchase agricultural commodities.” 
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See comment 2. 

See comment 3. 

See comment 4. 

See comment 5. 

See comment 6. 
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The 1990 Act does restrict CCC from making “credit guarantees available in 
connection with sales of agricultural commodities to any country that the 
Secretary determines cannot adequately service the debt associated with such a 
sale.” USDA enforces that restriction through its risk assessments (which we 
will discuss later) and, for active programs, through our suspension policy. If 
a purchasing country defaults on a payment, future sales under the program 
immediately are suspended and no further registrations of sales are made until 
the debt is current. 

The GAO report estimates that U.S. taxpayers would be forced to foot the bill 
for nearly half the guarantees extended by USDA. This estimation blatantly 
ignores USDA’s 12-year track record with the credit guarantee programs. Since 
these programs have been in existence, USDA (and the U.S. taxpayer) has only had 
to make payment on about 8 percent of the over $40 billion in short-term loans 
that we have guaranteed--a number far lower than that calculated by the GAO. 
GAO maintains that USDA’s track record is not an accurate indicator of the 
riskiness of CCC loan portfolio. 

But other reviewers, including other arms of GAO, are not so quick to dismiss 
USDA experience or accounting techniques. The percentage cost allowance for the 
GSB programs Included on CCC’s financial statements for the fiscal year ended 
September 30, 1991, was about 30 percent of the total GSM portfolio, 
considerably less than this report’s 47.8 percent estimate. 

The methodology used by CCC to calculate the percentage cost allowance for the 
GSN programs was reviewed by the USDA Office of Inspector General (OIG) during 
its 1991 financial statement audit. OIG reported to the CCC Board of Directors 
in a September 22, 1992 audit letter that “In our opinion, the financial 
statements present fairly, in all material respects, the financial position, 
operational results, and related financial activities of CCC as of September 30, 
1991 and 1990.” This statement of findings reflects that CCC’s estimates are 
reasonable and have been calculated in accordance with generally accepted 
accounting standards. During the 1989 and 1990 audits, GAO’s financial audit 
team came to the same conclusion regarding the appropriateness of the allowance 
calculation and methodology. 

As further evidence of our concern that GAO is looking at the export credit 
guarantee programs from an academic rather than a “real world” perspective, we 
examined the report’s recommendation that USDA “limit increases in each 
country’s outstanding guarantees to countries that are substantially more 
credit-worthy, as measured by professionally recognized ratings like those 
published in Euromoney or Institutional Investor, than is the average country 
with outstanding guarantees.” 

GAO representatives explained that by this they mean that USDA should shift the 
focus of its guarantee programs from more risky countries to less risky 
countries based on the use of secondary market indicators. For example, the 
current Euromoney average risk index for countries in CCC’s portfolio is 37.8, 
according to GAO. GAO staff indicated that their recommendation implies that 
USDA should reduce guarantees to countries with a Euromoney risk index less than 
that level and increase guarantees to countries with an index rating above that 
level. However, this recommendation apparently is made without consideration of 
its practical implications. 
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See~comment 7. 

In the September 1992 Euromoney index, only 65 countries in the vorld have a 
rating above 37.8 and of these, 30 have an index rating of 75.0 or greater. 
These countries having an index rating of 75.0 or greater include the vealthy 
industrialized OECD countries plus Singapore, Taiwan, Hong Kong, Saudi Arabia, 
the United Arab Emirates, South Korea, and Bahrain. If such relatively wealthy 
countries are excluded from consideration for credit guarantees (because, for 
the most part, they already are cash customers for U.S. agricultural products 
and the provision of credit guarantees would not greatly expand their 
purchases), no more than 35 countries would be available for increased 
programming under GSH-1021103. However, a close reviev of this remaining list 
reveals that the potential for increased GSR programming is limited. 

The list of 35 potential GSM participants contains several traditional 
agricultural exporters such as Thailand, Turkey, South Africa, Chile, Hungary, 
Argentina, and Uruguay. Some of these countries have or have had small GSH 
programs to import selected agricultural commodities which they do not produce, 
but the potential for greatly increased GSB programming is quite limited. USDA 
offered a total of $87 million in GSR guarantees to Chile, Turkey, Hungary, and 
Argentina in fiscal 1992--only $33 million vas used. 

Also on the list of 35 potential participants are several large agricultural 
importers that we have tried from time-to-time to recruit for the GSR program, 
but which have shown no, or only limited, interest because they have a policy or 
tradition of purchasing largely vithout credit. These include China, India, 
Balaysia, and Indonesia. Only recently have we been able to commence modest 
GSH-102 programs in Ralaysia and Indonesia. 

The best GSH prospect in the above-average credit risk list, Hexico, already 
accounts for a quarter of the GSH portfolio which also argues against 
significant increases in programming there. 

That leaves only 23 countries on GAO’s implied list. However, three of those 
countries--Israel, Kuwait, and Brunei--had Euromoney indices above 70. Another 
major agricultural importer, Pakistan, had an index rating of only 39.6, just 
barely above the average. The remaining 19 markets are Qatar, Malta, Cyrpus, 
Oman, Bahamas, Colombia, Czech Republic, Tunisia, Venezuela, Botswana, Papua New 
Guinea, Morocco, Slovakia, Zimbabwe, Fiji, Barbados, Trinidad and Tabago, 
Mauritius, and Belize. Agricultural imports by these 19 countries together 
accounted for less than 3 per cent of vorld agricultural trade. In our view, 
re-directing the focus of one of our principle export expansion tools toward a 
group of countries that account for less than 3 per cent of the market for 
agricultural products would not be an effective long-term trade strategy. 

The GAO report also raises the issue that four countries allegedly were granted 
credit guarantees for only foreign policy reasons. The report makes no attempt 
to assess whether there were legitimate market development/export expansion 
reasons for granting these credits. In all four countries cited, U.S. market 
development potential vas clear and, therefore, meet the primary program 
mandate. These were and, with the exception of Iraq, remain major U.S. 
agricultural export markets where the availability of credit guarantees is 
crucial to U.S. participation in the market. 

- 
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See corrlment 8 

For example, Mexico has been a steadily growing customer for U.S. agricultural 
exports. tlexico’s agricultural imports have doubled during the past 5 years, 
approaching $5 billion from all sources. The availability of GSN financing has 
allowed U.S. agriculture to participate in that growth in a significant way. 
South Korea is a major world agricultural market where GSM financing has been 
instrumental in allowing U.S. exporters to maintain and expand U.S. sales. With 
$7.2 billion in imports in 1990, Korea was second only to Japan among Pacific 
Rim countries in total agricultural imports. 

In the latter half of the 1980’s, Iraq became a major agricultural importer, 
averaging over $2 billion in imports per year. With a population that grew from 
13 million in 1980 to almost 19 million by 1990, Iraq became one of the world’s 
largest rice importers, taking 500,000-600,000 metric tons per year by the late 
1980’s. Iraq also was a market for more than 3 million metric tons of wheat per 
year, making it. in 1988189 for example, the world’s sixth largest wheat 
importer. 

The former Soviet Union unquestionably has been one of the world’s major 
agricultural importers. With 1991/92 wheat imports at 22 million metric tons, 
the former Soviet Union accounted for nearly one-fifth of world trade in wheat. 
It remains the world’s largest wheat importer. It also is the world’s second 
largest feed grain importer. There was and remains intense interest on the part 
of U.S. farmers and exporters in maintaining this extremely important market. 

We also have other concerns about the report. We continue to believe, as we 
have stated in comments on two previous reports on this issue, that the 
secondary market is a poor estimator for the value of the debt guaranteed by 
ccc. Since GAO and USDA have basically “agreed to disagree” on this issue, I 
will be brief with our concerns about the report’s use of the secondary market 
as an accurate measure of risk. 

The secondary market is an unregulated market for trading foreign debt owed to 
commercial banks. The market is dominated by banks and speculators who react to 
many non-risk related factors. The market is certainly vulnerable to 
manipulation by banks and debtors. The majority of the debt traded on the 
secondary market is debt extended by commercial banks that has been rescheduled 
several times. The average maturities on the debt are about 15 to 20 years. On 
the other hand, most of CCC’s outstanding guarantees have a maturity of 3 years 
and were extended after the Paris Club contract cut-off date debt. Shorter term 
debts are less risky than long-term debts and post-contract cut-off date debts 
receive a higher priority for repayment. Further, most of CCC’s outstanding 
guarantees also are backed by a credit guarantee assurance from the government 
of the importing country. 

In addition, bank debt guaranteed by the U.S. government and loans extended by 
banks without guarantees frequently are treated differently. Countries that 
rate low in the secondary market may not make full payments of their bank debts, 
yet have good repayment records on GSM-guaranteed debt. USDA contacted the 
Lesser Developed Countries (LDC) trading desks of five major market players. 
All concurred that a pricing comparison between trade finance debt and the debt 
which is traded in the secondary market would not be at all meaningful. These 
traders also emphasized that trade finance transactions have generally been 
honored by most LDCs. 
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See comment 9. 

The secondary market is not the only “transformation mechanism” to get from a 
rirk grade to a loan loss estimate. USDA’8 base letter grade ratings of 
countries are objactire and can be easily replicated by anyone having access to 
International financial statistics. In USDA’s system, countries are ranked 
according to ratios and indicators from the statistics. USDA country grades are 
also compared with rankings by Euromoney, Institutional Investor, and the 
interagency risk group. 

In the past 18 months, USDA has taken numerous steps to Improve its risk 
assessment capabilities. These measures include the institutionalization of a 
formal reconciliation committee process to more fully evaluate risk, a foreign 
bank analysis group and participation in an interagency review process that 
rtandardlzes risk ratings among federal government agencies. 

While our risk assessment process may not be fool proof, neither is any other 
system. And our track record shows our risk assessment process works1 With 
only an 8 percent default rate over the years--and some of these defaults 
occasioned by political rather than financial factors--the system has 
demonstrated its worth in helping us run these programs ‘in such a way to carry 
out the mandate of Congress to develop, expand, and maintain overseas markets 
for U.S. farm commodities at the least possible cost to the U.S. taxpayer. 

Sincerely, 

Page 22 GAOIGGD-93-46 Loan Guarantees 



Appendix III 
Agency Comments and Our Evaluation 

GAO Comments 

The following are GAO'S comments on the Commodity Credit Corporation’s 
letter dated November 16, 1992. 

1. The primary purpose of this review was to estimate the costs of the 
GSM-~102/103 programs. Therefore, our report concentrated on the 
creditworthiness of the recipients as a main determinant of the programs’ 
costs. ccc, of course, has based allocations on criteria other than just 
creditworthiness, such as to develop markets or to advance foreign policy 
interests. These other criteria were addressed to help explain why the 
typical recipient had low creditworthiness. For example, during the last 2 
years, 43 percent of GSM program sales were to the former Soviet Union 
(including Russia). The former Soviet Union and Russia have had such a 
poor credit rating that other official creditors, including the International 
Monetary Fund and the World Bank, have been reluctant to provide 
substantial amounts of aid. Consequently, during the last 2 years, these 
GSM programs have provided the bulk of official world aid to the former 
Soviet Union and Russia. 

2. Under the ccc’s suspension policy, a country that was delinquent on 
previous guarantees and has had its debt rescheduled is eligible for new 
guaranteed loans, as long as it is current on its rescheduled debt. This 
suspension policy permits high-risk countries to remain in the programs. 

3. Our $6,bbillion cost estimate is 15.9 percent of the $40.9 billion in 
guarantees (on principal) issued over the 11-year life of these programs 
and 47.8 percent of the $13.55-billion outstanding guarantees and accounts 
receivable as of June 30, 1992. 

4. We believe that the ccc’s approach to portraying its loan payout rate is 
misleading for several reasons. First, a meaningful payout rate should not 
be influenced by the maturity of the guaranteed loans. However, the CCC’S 
portrayed payout rate is greatly diminished by the relatively short average 
maturity (and thus large dollar volume) of ccc-guaranteed loans. We 
believe that the correct way to present the ccc’s historical rate of payout is 
as a percentage of the average outstanding guarantees. We determined 
that the ccc’s claims payout on principal over the last 11 years was 
3.9 percent per year of its $7-billion average outstanding balance of 
guaranteed principal.’ 

‘Over the last 11 years, the total issued guarantees are much larger than the average outstanding 
balance of guarantees because guarantees were for short-term loans. 
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Second, the programs’ high growth created special incentives for 
participants to temporarily remain current on their debt service.2 The 
typical borrower under this program is a high-risk LDC with large debt and 
very limited access to external funds; it must remain current on the 
programs’ debt service payments in order to receive additional loans 
under these programs. Therefore, it has been in the participating LDC’S 
interest to make preferential repayments, relative to other debt. If an LDC 
did so, new loans under these programs would be forthcoming, as indeed 
they often have been. We expect that when these programs are no longer 
such a ready source of funds, ccc will incur a higher payout rate. Indeed, 
this situation has already occurred with Iraq. 

Third, since payouts are usually made only for individual loan payments as 
they become delinquent, rather than for the entire guaranteed loan, 
additional payouts for some currently delinquent loans are on the 
immediate horizon. 

5. We last performed a financial audit of ccc for the period ending 
September 30, 1989-more than 3 years ago. Since that time, $1.69 billion 
of guaranteed loans owed by Iraq have become delinquent, and the former 
Soviet Union has received $4.4 billion in GSM-102/103 loan guarantees on 
principal. Even the most recent ccc financial audit by the U.S. Department 
of Agriculture’s Inspector General is for the period ending September 30, 
1991. Our estimate in this report differs from earlier audits because it is 
based on more current information. Also, the estimates in the financial 
statements assumed a “going concern” but the estimates in this report 
were based on terminating the program. 

6. FAs misinterpreted the proposed recommendation in our draft report. 
Since FAS officials told us that they were only implementing Congressional 
intent, we have changed our previous recommendation to a “Matter for I, 
Congressional Consideration.” 

7. Since there is no convincing evidence that these programs have 
increased U.S. agricultural exports worldwide, it is difficult to justify these 
programs’ high costs based on their market development in particular 
countries. These programs may simply reroute US. agricultural exports 
away from nonparticipating countries and towards participating countries 
without increased benefits to U.S. agriculture. We do, however, note in the 
report that ccc believes these programs are important for market 

‘For September 30,1981, to June 30, 1992, the total amounts outstanding under the programs grew an 
average of 16.9 percent annually; loan guarantees grew at an average of 12.8 percent annually; and 
accounts receivable grew at an average of 49.2 percent annually. 
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A p p e n d i x  III 
A g e n c y  C o m m e n ts  a n d  O u r E v a l u a ti o n  

-.--.-- _  .._  - . . ._ _ _ ._ _  
d e v e l o p m e n t. W e  a l s o  n o te  th a t c c c  h a s  s o m e ti m e s  g ra n te d  m u c h  l a rg e r 
g u a ra n te e s  th a n  i ts  c re d i t a n a l y s ts  re c o m m e n d e d , g i v i n g  m a rk e t 
d e v e l o p m e n t a s  th e  re a s o n . W e  a l s o  n o te  th a t c e rta i n  p ro g ra m  o ffi c i a l s  
h a v e  to l d  u s  th a t i n  th e  p a s t th e  re a s o n s  w e re  s o m e ti m e s  fo r p o l i ti c a l  o r 
fo r fo re i g n  p o l i c y  p u rp o s e s . 

8 . W e  c o n ti n u e  to  b e l i e v e  th a t th e  u n re g u l a te d  s e c o n d a ry  m a rk e t fo r L D C  

d e b t i s  th e  b e s t a v a i l a b l e  m e a s u re  o f th e  v a l u e  o f th e s e  p ro g ra m s ’ 
o u ts ta n d i n g  g u a ra n te e s  a n d  a c c o u n ts  re c e i v a b l e s . F u rth e rm o re , th e  fa c t 
th a t fi v e  m a rk e t p a rti c i p a n ts  q u e ri e d  b y  F o re i g n  A g ri c u l tu ra l  S e rv i c e  s a i d  
th a t th e  s e c o n d a ry  m a rk e t i s  n o t a p p ro p ri a te  fo r v a l u i n g  tra d e  c re d i ts  h a s  
n o  b e a ri n g  o n  th e  c o n c l u s i o n s  o f th i s  re v i e w . T h e  G S M -1 0 2 /1 0 3  p ro g ra m s  
ty p i c a l l y  g u a ra n te e  l o a n s  w i th  3 -y e a r m a tu ri ti e s , n o t th e  l /4 - a n d  l /2 -y e a r 
m a tu ri ti e s  ty p i c a l  o f tra d e  c re d i ts . F u rth e rm o re , th e  s e c o n d a ry  m a rk e t fo r 
L D C  d e b t p ro v i d e s  th e  s a m e  c h a ra c te ri s ti c s  o f m a n y  fu n c ti o n i n g  s e c u ri ti e s  
m a rk e ts . It (1 ) i s  s e l f c o rre c ti n g ; (2 ) a p p e a rs  to  h a v e  m i n i m a l  o u ts i d e  
fo rc e s  o p e ra ti n g  o n  i t o th e r th a n  th e  ri s k -re w a rd  e v a l u a ti o n  b y  a  l a rg e  
n u m b e r o f p a rti c i p a n ts -b a n k s , i n s u ra n c e  c o m p a n i e s , p e n s i o n  fu n d s , a n d  
p ri v a te  i n v e s to rs -d u ri n g  th e  ti m e  w e  c o l l e c te d  o u r p ri c e  d a ta ; (3 ) h a s  
s u b s ta n ti a l  v o l u m e  a n d  a p p e a rs  to  b e  e ffi c i e n t; a n d  (4 ) h a s  a  w i d e  v a ri e ty  
o f i n s tru m e n ts  w i th  d i ffe ri n g  l e n g th s  o f m a tu ri ty  a n d  o th e r c h a ra c te ri s ti c s . 
A l th o u g h  o c c a s i o n a l l y  th e re  h a v e  b e e n  m a rk e t fo rc e s  o th e r th a n  th e  
ri s k -re w a rd  d e c i s i o n s  o f m a rk e t p a rti c i p a n ts  d u ri n g  th e  re c e n t p a s t, th e y  
d o  n o t a p p e a r to  h a v e  b e e n  p re s e n t d u ri n g  th e  p e ri o d  fo r w h i c h  w e  
o b ta i n e d  o u r p ri c e  d a ta  a n d  p e rfo rm e d  o u r m a rk e t a n a l y s i s . 

T h e  re g re s s i o n  e x p l a i n i n g  p ri c e s  o n  v a ri a b l e  i n te re s t ra te , 
d o l l a r-d e n o m i n a te d  d e b t th a t w a s  o w e d  b y  g o v e rn m e n ts  h a d  a  h i g h  d e g re e  
o f e x p l a n a to ry  p o w e r. W e  fo u n d  th a t m a rk e t p ri c e s  o n  th i s  ty p e  o f d e b t 
w e re  v e ry  c l o s e l y  re l a te d  to  p ro fe s s i o n a l l y  re c o g n i z e d  ra ti n g s  o f th e  
d e b to r’s  c re d i tw o rth i n e s s . F u rth e rm o re , a s  p re d i c te d  b y  c a p i ta l  m a rk e t 
th e o ry , p ri c e  w a s  i n v e rs e l y  re l a te d  to  a  d e b t i n s tru m e n t’s  m a tu ri ty . 
F u rth e r, o u r s a m p l e  o f d e b t i n s tru m e n ts  u s e d  to  e s ti m a te  th e  re g re s s i o n  
i n c l u d e d  a  s u b s ta n ti a l  p ro p o rti o n  o f s h o rte r-te rm  d e b t i n s tru m e n ts  (w i th  
m a tu ri ti e s  o f 1  to  5  y e a rs ), a n d  th e s e  fi t o u r e s ti m a te d  re g re s s i o n  m o re  
c l o s e l y , o n  th e  a v e ra g e , th a n  d i d  th e  re s t o f o u r s a m p l e . T h i s  fa c t 
re i n fo rc e s  o u r b e l i e f th a t th e  re g re s s i o n  i s  a p p l i c a b l e  to  s h o rte r-te rm  a s  
w e l l  a s  l o n g e r-te rm  d e b t i n s tru m e n ts . 

F i n a l l y , w e  b e l i e v e  th a t a s s i g n i n g  th e  h o s t g o v e rn m e n t re s p o n s i b i l i ty  fo r 
re p a y i n g  G S M  d e b t d o e s  n o t m a k e  th e  d e b t a n y  l e s s  ri s k y  th a n  th e  

P a g e  2 6  G A O IG G D -9 3 -4 6  L o a n  G u a ra n te e s  *  



Appendix III 
Agency Comments and Our Evaluation 

secondary market debt we used in our estimation methodology. In both 
cases the debt is owed by the foreign government. 

9. The relevant issue is what is the best method to transform credit ratings 
into prices. We believe the method we used, which transforms 
professionally recognized ratings into prices using an efficient, 
self-correcting market, is more likely to give an unbiased measure of the 
ccc’s costs. 

In contrast, the ccc’s proposed transformation is subject to biases that 
tend to underestimate costs. Since the CCC’S analysts do not base their 
transformation on secondary market prices, they must base their estimates 
on the ccc’s historical payouts and/or on subjective judgment. If estimates 
are based on the ccc’s historical payouts, then costs will likely be 
underestimated for the same reasons we gave in comment 6: (1) 
Historically, there are plenty of incentives for LDCS to treat ccc temporarily 
as a preferred creditor in order to obtain more and larger credits; (2) 
actual historical payouts are underestimates of incurred payouts, because 
ccc paid out only on individual delinquent payments and not the entire 
loan. If ccc analysts base their estimates on subjective judgment, then they 
will be especially susceptible to institutional pressure to underestimate 
costs. 
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